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EXECUTIVE SUMMARY 
 

RURAL DEVELOPMENT  
 LENDER SERVICING OF BUSINESS AND INDUSTRY 

 GUARANTEED LOANS – STATE OF ARIZONA 
LENDER B 

 
AUDIT REPORT NO. 34601-4-SF 

 
 

This report presents the results of our audit of 
a lender’s servicing and administration of 
Business and Industry (B&I) guaranteed loans 
that were active in fiscal years 1997 through 

2001.   We performed this review as part of a nationwide review of lender 
servicing actions.  We selected the State of Arizona for review based on 
the number of guaranteed loans outstanding and the dollar value of those 
loans.  We reviewed the lender servicing of loans we judgmentally 
selected from an analysis of the borrower loan files and we identified this 
lender as lender B.  The borrower was delinquent on two guaranteed 
loans totaling $2.7 million that were used to construct a hotel within an 
Indian reservation.  Rural Development staff also raised concerns about 
this borrower. 

 
Under the B&I loan program, Rural Development guarantees loans made 
by private lenders to improve private business and employment in rural 
communities.  The objectives of our audit were to determine if (1) the 
lender properly serviced B&I guaranteed loans by monitoring collateral 
and timely submitting required documents to Rural Development; and (2) 
the loan proceeds were used as specified in the loan agreements.  
Although, the loans were used to construct the hotel, we found the plans 
and specifications for the hotel were not followed and the lender did not 
service the loan properly. 
 
Based on evidence we obtained, we concluded that the hotel constructed 
with the $2.7 million in guaranteed loan funds would never be certified as 
safe for occupancy and in all likelihood would have to be torn down.  We 
concluded that the lender was negligent in servicing the loan. 
 
 The lender did not stop funding construction even though it was aware 

that the building contractor deviated from the original contract plans 
and that those deviations seriously compromised the building’s entire 

RESULTS IN BRIEF 
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structural system.  Because of the significance of the deviations, the 
architect on the project resigned after only 5 months into construction. 
In a field report to the lender, the structural engineer recommended 
that “the building not be inhabited until the entire structural system is 
corrected per contract documents.”  We were unable to find evidence 
that any correction was approved.  The architect himself informed the 
borrower and the lender that the structural deviations from the design 
were too radical and that he had to “disassociate [himself] from any 
alternated remedy.”  After construction was complete, a contract 
engineer informed the borrower there was “no way to undo the 
damage” that was done and recommended that the borrower “raze the 
existing structure and start over.”  Although the hotel currently has 
about a 44 percent occupancy rate, we concluded from conversations 
with the architect that the building should be considered unsafe. 

 
 The lender did not contract with a private inspection company to 

perform critical building inspections after it was determined that neither 
the county building authority nor the Indian reservation building 
department would accept jurisdiction over the project.  Throughout the 
project, the lender continued to believe a certificate of occupancy 
would be issued validating the building, but it never acknowledged the 
fact that only governmental entities can issue a certificate of 
occupancy and only after all building inspections have been performed. 
 As a result, neither the lender, borrower, architect, engineer, nor 
contractor can assure Rural Development that the building is built to 
plans and specifications and meets all Federal, State, and local 
building codes.  No certificate of occupancy has been or likely to be 
issued for this building. 

 
 The lender did not require the contractor or subcontractors to provide 

payment and performance bonds as required by the loan note 
agreements.  Without such bonds, both the lender and Rural 
Development were placed in a vulnerable position in case of default by 
the contractors involved.  As a result, the lender was unable to receive 
any compensation from the contractor’s bonding companies after it 
was determined the contractor had breached its contract.   

 
Our audit results indicate that the lender did not properly service this 
guaranteed loan and did not obtain and submit required documents to 
Rural Development.  In our opinion, Rural Development should rescind the 
loan note guarantee issued to the lender.  Rural Development should 
consult with the Office of the General Counsel prior to any actions taken 
against the loan note guarantee and lender. 
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In consultation with the Office of the General 
Counsel, rescind the loan note guarantee to 
the lender to eliminate any future loss claims 
by the lender against Rural Development.  

 
In its written response to the draft report, 
dated August 2, 2001, the Arizona Rural 
Development concurred with the key 
recommendation to rescind the loan note 

guarantee to eliminate any future loss claims by the lender.  Rural 
Development also stated they will discuss with the National Servicing 
Division the steps to be taken to begin this process  

 
To reach management decision for this 
recommendation we need a copy of the 
correspondence notifying the lender that Rural 
Development is rescinding the loan note 

guarantee.  
 
 
 

KEY RECOMMENDATIONS 

AGENCY RESPONSE 

OIG POSITION 
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INTRODUCTION 
 

The Rural Business-Cooperative Service, an 
agency within the U. S. Department of 
Agriculture (USDA) Rural Development 
mission area, operates loan programs that are 

intended to assist in the business development of the Nation’s rural areas 
and the employment of rural residents.  To achieve this mission, the 
agency guarantees B&I loans made by a private lender.  A private lender 
provides the loan to the borrower as long as Rural Development 
guarantees a partial repayment of such loans. The private lender has the 
primary responsibility for loan servicing and protecting the collateral while 
the Rural Development is responsible for ensuring that loan servicing is 
properly accomplished by the lender. 
 
The Government’s guarantee authority is not intended to be used for 
marginal or substandard loans or for the relief of lenders having such 
loans. These loans are made primarily to finance sound business projects 
that create or retain jobs in rural areas. 
 
Guarantees are provided on loans made by traditional lenders, such as 
commercial banks, and to a lesser extent, on loans made by entities using 
investment capital for lending.   Rural Development provides the following 
guarantees: 80 percent on loans of $5 million or less, 70 percent on loans 
between $5 million and $10 million, and 60 percent on loans more than 
$10 million.    
 
Regulations provide that lenders are responsible for servicing the entire 
loan and for taking all servicing actions that a prudent lender would 
perform in servicing its own portfolio of loans that are not guaranteed.  
Lenders are responsible for notifying Rural Development officials of any 
violations of lenders’ loan agreements.  The guarantee is unenforceable 
by the lender to the extent any loss is occasioned by violation of usury 
laws, use of loan funds for unauthorized purposes, negligent servicing, or 
failure to obtain the required security interest regardless of the time at 
which the Agency acquires knowledge of these actions. 
 
This responsibility of the lender includes, but is not limited to, the 
collecting of payments, obtaining compliance with the covenants and 
provisions in the loan agreement, obtaining and analyzing financial 
statements, checking on payment of taxes and insurance premiums, and 
maintaining liens on collateral.  All lenders obtaining a B&I loan guarantee 

BACKGROUND 
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are responsible for obtaining valid evidence of debt and collateral in 
accordance with sound lending practices. 
 
Our review of the borrower’s case file determined the original appraisal, 
dated March 7, 1997, estimated the value of the proposed building, a 
hotel, at $3.2 million.  The lender requested another appraisal to be 
performed, prior to loan liquidation, to meet the specific requirements of 
Rural Development instructions.  The value of this appraisal, dated June 
15, 1999, was $2.66 million, for the hotel “as is,” and a liquidation value of 
$2.13 million.  Construction deviations, architectural and engineering 
inspections, and the location of the hotel were documented as reasons for 
the reduction in the value.  
 
The lender later requested and received an updated appraisal, dated 
October 5, 2000, and forwarded this appraisal to Rural Development.  This 
appraisal valued the hotel at $1.69 million. 
 
In the latest appraisal, the appraiser noted the marketable title of this 
property was in question due to the location of the hotel within the Indian 
reservation boundaries.  The appraisal also made the following 
assumptions about the hotel: 
 

• The hotel is in full compliance with all applicable Federal, State, 
and local regulations; and 

 
• All required licenses, consents or other legislative or administrative 

authority form any local, State, or national government have been 
obtained. 

 
In addition, the appraiser noted all inspections of the hotel were casual 
and that the structures were not checked for building code violations.  The 
appraiser remarked that appraisal values generally assume that all 
buildings meet applicable building codes, unless so stated in the report. 
 

 
Our objectives were to determine if: (1) the 
lender properly serviced B&I guaranteed loans 
by monitoring collateral and submitting 
required documents to Rural Development 

timely, and (2) the loan proceeds were used as specified in the loan 
agreements.   

 
 

OBJECTIVES 
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We reviewed B&I loan note guarantees issued 
by the Rural Development Arizona State office 
during fiscal years 1996 through 1999.  We 
selected the State of Arizona for review based 

on the number of guaranteed loans outstanding and the dollar value of 
those loans.  As of November 1, 2000, the Rural Development Arizona 
State office had issued 42 loan note guarantees to 33 different borrowers 
involving 9 lending institutions.  The State office has issued guarantees on 
loans totaling over $57 million.    
 
The audit control point (ACP) judgmentally selected for review 7 of 33 
borrowers who received loan note guarantees.  This borrower was 
selected because he was delinquent on two guaranteed loans totaling 
$2.7 million, and because the Rural Development staff voiced concerns 
about him.  Rural Development guaranteed 90 percent1 of a $2,050,000 
loan to the borrower, closed on August 13, 1997, and 80 percent of a 
$650,000 loan, closed on August 24, 1998.  Rural Development’s total 
guaranteed amount for this borrower was $2,365,000.  Our scope covered 
servicing actions from fiscal years 1997 through 2001 for the 
aforementioned loans. We elected to review the servicing actions of two 
lenders in Arizona.   We reviewed the lender servicing of the loans we 
judgmentally selected from an analysis of the borrower loan files and we 
identified this lender as lender B.  The review of the second lender will be 
reported under audit number 34601-2-SF.  We performed our audit 
fieldwork from November 2000 through March 2001. 

 
The audit was conducted in accordance with generally accepted 
government auditing standards. 

 
To accomplish the overall objectives of the 
audit, we performed the following procedures: 
 
 

At the Rural Development Arizona State office, we (1) interviewed State 
office personnel to understand the loan note guarantee program, (2) 
reviewed and obtained borrower case files, and (3) selected the lenders 
and borrowers to be reviewed for this audit. 
 
At the lender’s offices, we interviewed lender personnel to determine their 
understanding of the loan program and their responsibilities for servicing, 
and we reviewed the borrower’s files to ensure compliance with guarantee 

                                            
1 A guarantee of up to 90 percent can be provided on a loan of $10 million or less if Rural Development’s 
administrator approves the higher percentage. 
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conditions. 
 
We visited the site and interviewed the borrower to verify the existence of 
collateral pledged to secure the loan and to determine if the borrower had 
any concerns regarding the servicing of the loan. 

 
We interviewed the architect of record, the lender’s construction control 
agent, and county building authority staff to obtain and determine specific 
information relating to the construction of the project.   
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FINDING AND RECOMMENDATION 
 

CHAPTER 1 
 
NEGLIGENT SERVICING BY THE LENDER RESULTED 
IN STRUCTURALLY FLAWED BUILDING 
 

 
 

The lender did not service the loan in 
accordance with the conditions set forth in the 
loan agreements.   Specifically, the lender did 
not ensure that (a) the contractor built the 

structure in accordance with the approved plans, (b) the required building 
inspections were completed, and (c) the contractor obtained the required 
payment and performance bonds. Lender representatives made 
assumptions about the extent of oversight that was being provided over 
the construction of the building and were not aware of certain 
requirements of the loan.  The resulting building was considered 
structurally unsafe by the original architect and structural engineer.   
 
Regulations2 state: 

 
The lender is responsible for servicing the entire loan and for 
taking all servicing actions that a prudent lender would 
perform in servicing its own portfolio of loans that are not 
guaranteed.  The loan note guarantee is unenforceable by 
the lender to the extent any loss is occasioned by violation of 
usury laws, use of loan funds for unauthorized purposes, 
negligent servicing, or failure to obtain the required 
security interest regardless of the time at which the Agency 
acquires knowledge of the foregoing.  [emphasis added] 

 
In February 1996, the borrower contracted with an architect to design and 
plan a 2-story, 75-unit hotel to be located on fee simple land3 within an 
Indian reservation. The 4.5-acre plot of land was titled in the county 
assessor’s office and was designated for the construction of the project.  
In April 1996, a feasibility study was conducted and the value of the 
project was estimated at about $3.14 million.  The project was considered 

                                            
2 7 CFR Chapter XLII (1-1-98 Edition), Subpart B, 4287.107 – Routine Servicing. 
3 The borrower had title (privately-owned) to the 4.5-acre parcel of land within the reservation boundaries. 

FINDING NO. 1 
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needed and economically feasible for the area. In March 1997, a proposed 
project appraisal was provided to the lender establishing the value of the 
project at $3.2 million. 
 
The lender contacted Rural Development to determine if guaranteed 
monies were available to ensure that the loan could be made.  A Rural 
Development loan note guarantee would guarantee payment of a certain 
percentage of the entire loan in case the borrower defaulted.  Rural 
Development approved a loan note guarantee for this project subject to 
the terms set forth in the lender’s construction loan agreement, and Rural 
Development’s loan note guarantee and conditional commitment. 
 
Deviations from construction plans resulted in a structurally 
compromised building 
 
Engineering reports and documents that we obtained disclosed that the 
contractor deviated from the approved architectural plans and that these 
deviations structurally compromised the building.  The structural engineer 
stated that the building should not be occupied until the construction flaws 
were corrected.   The architect deemed the building to be unsafe and 
stated that the building had severe construction flaws that would 
jeopardize the longevity of the structure.  Because the hotel continues to 
be occupied, the Government may be at risk for any future liabilities 
assessed. 
 
We determined the lender did not approve the construction changes and 
did not ensure that any contractor deviations from the approved plans and 
specifications were remedied prior to further construction.  The lender 
relied on the borrower and the borrower’s architect to ensure that the 
building was constructed in accordance with the approved plans. 
 
Regulations4 state that 
 

the loan note guarantee will not be issued until the lender 
certifies to the following:…all development has been or will 
be substantially completed in accordance with plans and 
specifications [and] conforms with applicable federal, state, 
and local codes..; [and] all other requirements of the 
conditional commitment have been met. 

 
The lender’s construction loan note agreement5 requires that (1) the 
lender initial off on any additions or changes made by the contractor to the 

                                            
4 7 CFR Chapter XLII (1-1-98 Edition), 4279.181 (a-o)  
5 The Construction Loan Agreement between the lender and borrower dated August 13, 1997, sets forth conditions of 
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plans and specifications approved by the architect, (2) all work be 
completed in compliance with plans and specification, and (3) the 
contractor promptly correct any defect in the improvements, or any 
departure from the plans and specifications not approved by the lender. 
 
On August 15, 1997, the contractor was given notice by the borrower to 
proceed with the construction of the project.  The architect’s agreement 
with the borrower was to spot-check the work of the contractor to ensure 
that the work was being completed in accordance with the architect’s 
plans and specifications. 
 
During the second field inspection, completed on October 21, 1997, the 
architect observed framing deviations6 from the original plans. The 
architect questioned the contractor about the modification.  The contractor 
responded that he “spoke to the engineer and it was approved.”  On 
October 23, 1997, the architect questioned the structural engineer whether 
this change had been approved.  The engineer stated he was not 
informed of the change and requested the building truss7 calculations from 
the architect to ensure the structural integrity of the building. 
 
On November 5, 1997, the architect asked the contractor for the current 
layout of the trusses to compare their current position with their location on 
the original plans and specifications.   We determined the contractor never 
sent a legible copy of the truss plans and calculations to the engineer until 
the architect requested them to do so on December 2, 1997.  A November 
21, 1997, field inspection report, prepared by the architect and submitted 
to the lender, disclosed that the “floor framing [was] not installed per 
structural plans.” 
 
On December 9, 1997, the architect made another visit to the construction 
site with the structural engineer and made the following observation: 
 

Building structural system has not been installed per plans.  
Structural engineer has serious concerns regarding 
structural integrity…  Construction is not in conformance with 
contract documents provided by structural engineer. 

 
The structural engineer believed the deviations were severe enough to 
forward a field report to the lender describing the conditions noted at the 
site. The field alert identified 14 separate instances in which the contractor 

                                                                                                                                             
the loan that the borrower and lender are to follow.  The conditions in this agreement and all other related documents 
were to be adhered to. 
6 Unapproved framing deviations and rotation of the floor framing relative to the supporting structure. 
7 A rigid framework designed to support a structure. 
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deviated from the original plans and specifications and/or substituted 
approved materials.   The report, dated December 9, 1997, states:  
 

The overall structural system and lateral system has been 
severely compromised and it is recommended that the 
building not be inhabited until the entire structural system is 
constructed per contract documents.  [original emphasis] 

 
On or about December 11, 1997, the contractor hired a separate engineer 
to inspect the building and recommend structural fixes to ensure the 
integrity of the building.  A fax transmittal on December 22, 1997, from the 
contractor to the engineer, states:  
 

After your report is complete, we will prepare a change order 
for [the borrower] to sign, indicating his acceptance of the 
changes to the project.  This will also have to be acceptable 
to [the architect]. 

 
The lender was also sent a copy of this transmittal.  In a letter dated 
January 12, 1998, the architect informed the borrower that the changes 
would not be acceptable.  A copy of this letter was also sent to the lender. 
In the letter, the architect states: 
 

Neither we nor our consulting engineers are prepared to 
offer an opinion as to whether the proposal of [the 
contractor’s engineer] is appropriate or adequate.  As the 
architect of record…we must insist on strict performance of 
the original contract documents….  Under other 
circumstances, we might be able to be somewhat more 
flexible.  Here, however, where the deviations represented 
such a radical departure from the original contract drawings, 
we have to disassociate ourselves from any alternated 
remedy, however well intended and conceived. 

 
Because the architect left the project in January, he completed only 3 of 8 
monthly inspections required in his contract with the borrower.  No other 
inspections of the building were conducted after the December field visits. 
 
A letter from the funds control agent to the borrower, dated March 12, 
1998, stated that “the bank reviewed the failure to maintain a responsible 
architect on the project during construction and [found] that this was a 
major contributor to the problems you are currently experiencing.”  When 
we sent the lender a list of the conditions we noted,8 the lender indicated, 

                                            
8 OIG provided the lender a written conditions statement at the preliminary exit conference.  The conditions were not 
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in a written response dated April 5, 2001, that it “required,” “anticipated,” 
and “relied” on the architect to provide inspections during the construction 
and provide the lender with a certificate of occupancy at the conclusion of 
construction. 
 
The architect’s consulting engineer completed a report on September 14, 
1998 (see Exhibit B), subsequent to the completion of the structure, and 
noted 44 deficiencies that affected the structural integrity of the building.  
These deficiencies resulted from the contractor’s deviations from the 
original plans and specifications.  The engineer indicated that these 
deficiencies “must be repaired to improve the structural integrity of the 
building as intended by our original structural design and drawings.”  To 
support the assertion that deviations had occurred, the engineer referred 
in his report to an affidavit from a subcontractor that stated, “throughout 
the building, support footing for beam supports were all deleted.”   
 
The borrower hired a second engineering firm to evaluate the significance 
of plan changes and the quality of construction of the building, and in a 
report dated September 28, 1999, the engineer concurred with the 
findings of fact noted in the September 14, 1998 report.  In addition, the 
engineer concluded that: 
 

The only way to achieve the quality facility represented by 
the construction documents would be to raze the existing 
structure and start over.  
   

Figure 1 – Hotel as of 2/13/2001                OIG Photo 

                                                                                                                                             
to be considered by the lender all-inclusive, but a guideline to facilitate the lender’s written response to OIG 
concerning the findings noted.  OIG presented the lender the conditions statement on March 21, 2001, via facsimile.  
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The lender is responsible to approve, in writing, any deviations from the 
original plans and specifications.  To facilitate the completion of the 
structure, the lender hired a construction fund control agency to act as its 
representative.   A key control of the agency and lender was to initial off 
on any additions or changes made by the contractor to the plans and 
specifications approved by the architect.   This control would ensure that 
the construction was completed in accordance with program rules and 
regulations. 

 
We noted from discussions with the architect that the fund control agency 
was aware of the problems associated with the structural system of the 
building. The lender was provided copies of monthly inspection reports 
issued by the architect and copies of field alerts from the structural 
engineer that identified the deviations made to the structure of the 
building.  We were unable to find any correspondence from the lender to 
the construction company, funds control agency, or architect to cease 
construction until corrections were made for the deficiencies noted. The 
construction of the building continued, which further complicated the ability 
to correct the problems associated with the integrity of the structure. 
 
In its written response to our conditions statement, the lender noted it 
became aware of the deviations from the architect. The lender stated that 
it arranged for a separate engineering firm to evaluate the situation and to 
provide remedies for deficiencies noted.  The lender indicated construction 
funds were not disbursed until the repairs were completed and until it had 
received assurances from the engineering firm that all structural problems 
had been remedied.  However, we could find no documentation that any 
engineering firm and/or architect of record offered assurances that all the 
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deviations and deficiencies were remedied. 
 
The lender did not approve all deviations or attempt to ensure corrections 
of the deficiencies as soon as they were brought to its attention.   We 
believe the lender was negligent in servicing this loan because it failed to 
provide the necessary oversight during construction and did not stop the 
construction of the building as soon as the structural integrity of the 
building was questioned. 
 
Lender did not require building inspections during construction 

 
The lender did not ensure that the required building inspections were 
completed during the construction of the project.  The lender relied on 
architectural inspections and did not follow up with the local building 
authorities after it discovered some confusion over jurisdiction.   As a 
result, the lender was unable to obtain the required building certifications 
ensuring that the structure was built according to the plans and 
specifications and in accordance with the local building code. 
 
Rural Development's conditional commitment9 states: 
 

The lender will monitor the progress of construction and 
undertake the reviews and inspections necessary to ensure 
that construction conforms with applicable Federal, State, 
and local code requirements 
 

This includes providing Rural Development with the "Lender's 
Certifications" as outlined in Rural Development instructions. 
 
The lender's "Standard Construction Loan Requirements"10 states: 
 

Prior to final disbursement…a certificate of occupancy [will 
be] issued by the appropriate governmental authority, [and a] 
Certificate of Completion executed and acknowledged… 
 

In addition, the construction loan agreement11 states: 
 

Lender shall furnish to Rural Development a certification by 
an engineer, architect, or other qualified inspector that the 
construction has complied and will continue to comply with 

                                            
9 Exhibit A of the conditional commitment dated March 10, 1997.  
10 Addendum to the closing letter signed by the lender and borrower dated August 13, 1997. 
11 Lender’s Construction Loan Agreement dated August 13, 1997 and the lender’s Standard Construction Loan 
Requirements attached to the closing letter signed by the lender and borrower. 



 

 

USDA/OIG-A/34601-4-SF Page 12
 

 

all applicable statutes, ordinances, codes, regulations, and 
similar requirements. 

 
A certificate of occupancy would verify that the structure was built in 
accordance with Federal, State and local building codes and that the 
building was safe for occupancy.  However, prior to the start of 
construction, there was confusion over which governmental entity, if any, 
had jurisdiction over the land.   The county building authority determined 
the land was not under county jurisdiction because the building was 
located within the Indian reservation.  
 
The lender told Rural Development that it had hired its own building 
inspector.  We noted that Rural Development officials were under the 
assumption that this “inspector” would be onsite to verify the work as it 
was completed. Rural Development officials were surprised to find out the 
“inspector” was actually a funds control agent and was responsible for 
verifying the percentage of work completed and authorizing release of 
payments to contractors.  We received documentation from the “inspector” 
describing his duties and determined at no time was he hired to verify that 
the construction met with approved plans and specifications or that the 
building was built to applicable building codes. 
 
Instead of contracting with an inspection company, the lender elected to 
rely on inspections completed by the architect to ensure the building was 
constructed in accordance with applicable building codes.  We noted, 
however, that the architect’s contract with borrower required the architect 
to provide “construction administration” only.  “Construction 
administration,” as defined by the contract, consisted of monthly 
inspections the architect was to perform to make himself generally familiar 
with the progress and quality of the work and to determine in general if the 
work when completed would be in accordance with the contract 
documents.  We concluded this was not adequate for the magnitude of the 
project and would not adequately ensure compliance with all building 
codes. 
 
The architect disassociated himself from the project in January 199812 
because of the substantial and radical deviations from the original plans.  
No further architectural inspections occurred from January 1998, to the 
end of the project, when the hotel opened on September 9, 1998. 
 
A lender’s interoffice memorandum dated July 21, 1998, and addressed to 
the senior loan committee, requested the additional $650,000 to complete 
the project.  The memorandum explained the reasons for the cost 

                                            
12 In a letter dated January 12, 1998, to the borrower.  A copy was sent to the lender. 
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overruns, stating “there has been a great deal of reliance on architectural 
inspections…. The failure of the architect to notice and approve or reject 
major design change has added to the delays in construction and 
increased costs."  As noted above, the architect stopped performing 
inspections in January 1998.  Furthermore, the conditions of the loan 
place the responsibility on the lender to approve all contract document 
change orders and to ensure the project is built in accordance with plans 
and specifications. 
 
The architect noticed the structural deviations in the building during an 
October 1997 inspection.  In a November 21, 1997 report, the architect 
noted that the "floor framing [was] not installed per structural plans."  The 
structural engineers filed a “Field Alert,” dated December 9, 1997, stating 
the “…structural system…has been severely compromised and it is 
recommended that the building not be inhabited…”  The lender, through 
its funds control agent, received a copy of the alert and became aware of 
the problems associated with the project.  However, the lender failed to 
act on the conditions. 
 
In addition, we noted that the borrower, preparing for litigation, contracted 
with a separate engineer to evaluate the construction modifications and 
structural performance and make recommendations.  A report was 
presented to the borrower on September 28, 1999.  This report states: 
 

The first 'error in judgment' was to proceed without a building 
permit….You [the borrower] were left without proper (and 
desirable) review and inspection services to which you would 
normally have been entitled. Contractors often resent the 
inconvenience of having to schedule inspections with the 
Building Authority.… The "permit process" serves to protect 
the owner as well as the public, and the inspections 
performed by the Building Department are to assure that 
critical portions of the work are performed in strict 
accordance with the permit drawings. 

 
The engineer reached the following conclusion in his report: 
 

In my opinion, there is no way to "undo" the damage which 
has resulted from the myriad [of] modifications and 
substitutions …implemented in lieu of the detailing and 
specifications indicated on the contract drawings.  The only 
way to achieve the quality facility represented by the 
construction documents would be to raze the existing 
structure and start over. 
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None of the principals involved – not the lender, borrower, architect, nor 
engineer - can assure Rural Development or the public of the safety of the 
current building.   The lender appeared to rely on assumptions that 
“someone” would inspect, review, approve, and sign-off on the project at 
the completion of the building.  Because the lender failed to obtain the 
required inspections during the construction process, it was subsequently 
unable to obtain a certificate of occupancy from the appropriate 
government entity or a certificate of substantial completion from the 
architect. 
 
We concluded the lender was negligent in its servicing because it failed to 
ensure that the required inspections were obtained; it was and still is 
unable to certify that the project was built to contract documents and in 
accordance with the applicable building codes.  Nevertheless, the lender 
certified13 to Rural Development that the inspections were completed and 
that the project met all plans and specifications.  On August 19, 1998, the 
lender certified that 
 

…all development will be substantially completed in 
accordance with plans and specifications and will conform 
with applicable Federal, State, and local codes.  There have 
been some deviations from the original plans and 
specifications, however, those are being remedied, 
inspected, and will be signed off by the architect and 
engineer prior to final disbursement. 

 
In the lender's written response to OIG,14 the lender stated that it 
"required” construction inspections by the architect, that it "relied" on the 
owner and general contractor to ensure that the construction was 
completed in accordance with applicable building codes, and that it 
"believed" the final approval of the project, prior to occupancy, would 
come from the Indian reservation building authority.  After determining the 
authority would not perform the inspections, the lender required that the 
original architect be retained to conduct the inspections during the course 
of construction.  The lender "anticipated" the architect would issue the 
certificate of substantial completion at the conclusion of the project.  
 
In conclusion, we determined the lender, prior to and during construction, 
was aware of the problems associated with obtaining the required 
inspections and building certifications for the project.  The failure of the 
lender to act in a prudent manner to obtain the inspections is negligent 

                                            
13 Lender certifications to Rural Development were dated August 19, 1998 ($2.050 million loan) and December 15, 
1998 ($650,000 loan) certifying all conditions of the loan agreements have been met. 
14 Lender’s April 5, 2001, written response to OIG’s conditions noted at the exit conference. 
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servicing. The lack of inspections put the project at risk and could place 
the occupants of the building at risk. 
  
Lender did not obtain payment and performance bonds as required 
by loan documents 

 
The lender did not obtain the required payment and performance bonds 
from the contractors before construction began.  This occurred because 
the lender was unaware the construction loan agreement required the 
bonds and believed that because the owner would function as the 
owner/general contractor, no bonds would be necessary.  As a result, the 
lender had not fulfilled the conditions set forth in the loan note agreements 
and placed unreasonable financial risk on the lender and Government 
concerning the construction of the project. 
 
The construction loan agreement,15 dated August 13, 1997, states: 
 

If requested by lender, borrower shall have furnished a 
performance and payment bond in the amount equal to 100 
percent of the amount of the construction contract…naming 
the General Contractor as principal and lender as an 
additional obligee. 

 
According to the lender’s “Standard Construction Loan Requirements,”16 
the lender required the borrower to obtain 100 percent payment and 
performance bonds from any contractor hired for the project.  However, no 
payment and performance bonds were evident. 

 
The lender indicated in its written response to OIG that it waived the 
requirement for payment and performance bonds since such bonds are 
not issued to an owner/contractor and since no bonds are required when 
the borrower acts as the general contractor.  However, Rural 
Development’s conditional commitment dated March 10, 1997, states:  
 

No provisions stated herein shall be changed without the 
prior written consent of the USDA, Rural Development.” 

  
We were unable to find any written documentation from Rural 
Development approving the waiver of the payment and performance bond 
requirement.  Furthermore, the construction loan agreement clearly 

                                            
15 Construction Loan Agreement signed by the lender and borrower at loan closing (8/13/97) includes provisions in 
which the lender and borrower need to follow.  Rural Development included these agreements within its conditional 
commitment. 
16 This agreement was referred to in the closing letter to the borrower dated August 13,, 1997.  The lender required 
compliance with the conditions set forth in the agreement. 
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requires a 100-percent payment and performance bond and states that 
the contractor must be bondable.  The construction loan requirements 
further state that:  
 

In the event of owner-builder – bonds must be obtained from 
Major Subcontractors showing owner as Obligee and 
[lender] as Co-obligee. 
 

We concluded the lender was not allowed, without prior approval from 
Rural Development, to waive the requirements in the loan note 
agreement.  The lender was required to obtain the bonds from the 
contractor or any subcontractors hired for the project.   
 
Loss Payment to the Lender Should Reflect Negligent Servicing 
 
We concluded because of negligent servicing by the lender, Rural 
Development should consider rescinding the loan note guarantee totaling 
$2,365,000.  As shown in this report, the lender was negligent in that it did 
not require the borrower to meet a total of seven conditions and covenants 
of the loan note agreements and the Rural Development conditional 
commitment.  Specifically, the lender did not ensure that: 
 
- all proposed change orders would receive written lender approval, 
 
- a certificate of occupancy for the hotel was issued and all required 

inspections occurred, 
 
- an architect’s certificate of substantial completion was issued, 
 
- 100 percent payment and performance bonds were received from 

contractors and subcontractors, 
 
- construction was completed according to approved plans and 

specifications, with applicable architectural inspections and 
certifications,  

 
- the building was in compliance with all Federal, State, and local codes, 

and 
 
- the lender, the architect, and the borrower accepted all completed 

improvements 
 
The lender was either unaware these requirements existed or, because of 
the lack of oversight prior to and during construction, was unable to obtain 
the required certifications set forth in the loan agreements.  As noted 
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above, the lender is required to adhere to the covenants and provisions 
set forth in the loan agreements, and is not able to waive any conditions of 
the loan, without specific approval from Rural Development.  We 
determined no such approvals were given to the lender from Rural 
Development. 
 
Because of the lender’s negligent servicing, the hotel built with the $2.7 
million guaranteed loans may be unsafe and have to be torn down. 
 
 
 
 
 
 
 
 

 
 
 
 

In consultation with the Office of the General Counsel, rescind the loan 
note guarantee to the lender to eliminate any future loss claims by the 
lender against Rural Development. 
 
Agency Response 
 
In its written response to the draft report, dated August 2, 2001, the 
Arizona Rural Development concurred with the key recommendation to 
rescind the loan note guarantee to eliminate any future loss claims by the 
lender.  RD stated that they will discuss with the National Servicing 
Division the steps to be taken to begin this process  
 
OIG Position     
 
To reach management decision for this recommendation we need a copy 
of the correspondence notifying the lender that Rural Development is 
rescinding the loan note guarantee.  
 

 
 

RECOMMENDATION NO. 1 
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EXHIBIT A – SUMMARY OF MONETARY RESULTS 
 

 
Finding No. Description Amount Category 

 
1 

Negligent servicing 
by the lender 
resulted in a 
structurally flawed 
building 

 
$2,365,000 

Unsupported Costs 
and Loans – 
Recovery 
Recommended 
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EXHIBIT B – ENGINEER REPORT DATED SEPTEMBER 14, 1998 
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EXHIBIT C – AUDITEE RESPONSE TO DRAFT REPORT
 

   

 

 


